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August 23rd, 2021  

 

Whiplash… 

Fears of a Fed taper, the delta variant, growth 

slowdown, fiscal cliff, China regulatory 

crackdown, Afghanistan stumble…it’s a long 

but far from exhaustive list of the major issues 

that create a whole lot of noise for investors to 

navigate through.  In addition to my routine 

research activities, I make notes on a daily 

basis on items of interest or things that I think 

would be interesting and noteworthy to hit on 

in this weekly missive, and this was at the top 

of my list of notes from last Thursday: “This 

is the week the reflation / reopening trade 

died!”.  At the close of last Thursday’s 
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trading, you had a whole host of cyclical, 

economically sensitive, and reopening 

investment areas of the capital markets that 

got hammered after what already had been a 

defined downtrend that was already underway 

for some time.  Then without notice or much 

in the way of fundamental news to explain it, 

these plunges turned into surges, as was the 

case with a 180-degree reversal of these trends 

over the course of Friday and Monday’s 

trading activity. 

   

• As of Friday, oil traded down to 

$61.80/bbl, down over 10% on the week 

and down 16% from where it started the 

month at $74/bbl.  Yet here we are today, 

with oil ripping more than 5% on the day 

and trading as high as $66/bbl. 

• Small Caps were smoked coming into the 

tail-end of last week as the fall from their 

March 15th peak took the index into 
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correction territory at just over -10%.  Yet 

between the rally on Friday and today, the 

index is up nearly 4% over two days.   

• The same goes for Emerging Markets, 

with the decline in the broad index from 

its peak on March 12th reaching the -10% 

correction territory last week.  It also has 

managed to rally over the last two days, 

staging a 2.35% gain.  

• A whole host of commodities (from 

copper to gold to silver to soft ags.) have 

managed to put in some fairly strong 

rallies over the course of the last two 

trading days – reversing what have been 

some fairly persistent and defined 

downtrends. 

• The dollar index had risen by just over 

7% since late May, but it also managed to 

reverse its uptrend over the past two days. 
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Most investors’ first question is naturally 

“why?”, and perhaps some of the things I 

cover below will help to provide some 

context, but the best and most honest answer 

is “I don’t know”.  And when I say that, it’s 

not a copout but rather an acknowledgment 

that it’s never just one thing that can be leaned 

on as a simplified summary to an extremely 

complex and dynamic organism that is the 

global financial system.  This is a system that 

is constantly evolving, adapting, and adjusting 

to a continuum of new and old information.  

Let me stop myself now from going any 

further down this philosophical rabbit hole. 

 

In a nutshell, what I’m trying to get at is that 

since mid-March, many investors have been 

getting chewed up by the choppiness in many 

major markets, and of late that choppiness has 

morphed into whiplash.  Consider the below 

chart of the Value Line Geometric Composite 
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Index (the best gauge of the median stock 

price change), in that it hasn’t made any 

headway since March.  This describes just 

how challenging it’s been for many investors 

over the past five months, even in the face of 

the Dow, S&P 500, and Nasdaq logging new 

all-time highs on a regular basis, but doing so 

on the back of a few Mega-Cap Tech names. 
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Without question, the delta-variant is having 

an impact on economies around the world and 

we are seeing this show through more 

definitively in recent economic reports.  Take 

global flight cuts as just a minor example, 

which have led to 235k barrels of demand 

destruction for jet fuel.  No doubt this is 

weighing on crude prices and is part of the 

reason they have slipped by more than 15% 

over the last several months, but I think that 

with each passing day, society and investors 

are coming to the realization that Covid and 

all its variants will just have to end up running 

its course.  Yes, the vaccines are and will be a 

key variable in helping society learn how to 

responsibly coexist with this pandemic (which 

is in transition to becoming an endemic).  In 

the end, we must accept that there are parts of 

it that we can control, but there are other parts 

that we have no control over.  Each day 
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presents us with more knowledge about how 

to optimize this dichotomy, and I think it’s a 

good bet to believe that with each passing day 

we’ll be in a better place than the day prior. 

 

Beyond the delta variant, many investors seem 

to be placing a lot of blame on the Fed, and in 

particular – a looming ‘tapering’ 

announcement, perhaps as early as this Friday 

when Chair Powell delivers a speech at the 

Jackson Hole Symposium.  I don’t put as 

much stock in the ‘taper’ fear as some are 

making it out to be, but rather view tapering in 

combination with the obvious slowdown that 

we are seeing in the economic growth 

backdrop as the bigger problem.  Last week, 

Goldman Sachs cut their real GDP estimates 

in Q3 to 5.5% (they were at 9% a couple 

months ago), and BofA came out today 

cutting their forecast to 4.5% from north of 

7%.  Sure, tapering asset purchases is just a 
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reduction in what is otherwise still an 

extremely accommodative policy stance, but 

the process would be staring into the teeth of 

an economy that is clearly losing momentum.  

This to me is what the market has been 

sniffing out over the last couple weeks of 

elevated volatility.  

 

The U.S. Citi Economic Surprise Index does a 

great job of illustrating the slowdown I’m 

talking about.  Keep in mind, this series does 

not indicate whether economic data is strong 

or weak, it simply speaks to how the data is 

coming in relative to expectations.  So, while 

current activity levels in a lot of areas are 

solid, the fact that this index has slid to -31.8 

(the weakest reading since June 2020) shows 

just how much incoming data is undercutting 

optimistic consensus expectations.         
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We’ll see what Powell has to say on Friday, 

but he has said repeatedly that the path of the 

economy and monetary policy will follow the 

Covid file.  Given the fact that the Jackson 

Hole Symposium is now going to be a fully 

‘virtual’ event due to the delta variant, can he 

really come out on Friday and present a case 

for ‘tapering’ under these circumstances?  

Even Robert Kaplan, one of the more vocal 
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Fed members on the taper file, has started to 

backtrack on his stance, saying Friday, “I’ve 

got to be agile, open-minded, avoid being 

rigid.”  I couldn’t agree more, and these words 

are also very applicable to how investors 

should be viewing the capital markets.   

 

On top of the slowing in growth that is already 

underway, investors need to be looking out 

over the horizon at the fiscal drag that awaits 

irrespective of the infrastructure and 

continuing resolution bill that are currently 

being negotiated.   

 

• For the Federal Government’s fiscal year 

ending in September, total fiscal spending 

is tracking $6.85 trillion.  According to the 

CBO, based upon the laws currently in 

place, Federal spending is estimated to be 

$5.54 trillion in fiscal 2022.  Therefore, if 

nothing changes, we are talking about $1.3 
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trillion less spending (6% of GDP) in ’22 

relative to ’21.  Said differently, that is a 

6% hole in GDP that’s got to be made up 

by growth from other areas of the economy 

– that’s a lot. 

   

• Even if both the infrastructure bill ($550 

billion in new spending over five years) 

and the $3.5 trillion soft infrastructure bill 

($350 billion / year in spending over ten 

years) are passed, that’s equivalent to an 

additional $460 billing in fiscal spending 

per year for the next five years.  That 

makes up some of the $1.3 trillion falloff 

next year, but still leaves a giant hole. 

 

This is what this fiscal cliff looks like 

graphically going out over the next several 

quarters, given the current status of what is 

legislated:   
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I don’t want to put off the impression that this 

gap is insurmountable, as there remains a lot 

of healing and growth left in this recovery 

($2.4 trillion in excess savings that could be 

put to work is just one example), but I will say 

that I don’t look forward to the Fed tightening 

policy into the teeth of such a gap.  As for the 

two bills currently in the works inside the 

beltway, I do think the Democrats are very 

motivated in getting both passed even if they 
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have to water down the ‘soft infrastructure’ 

bill, but it’s also worth noting that President 

Biden’s coattails are not as long as they were a 

couple of months ago with his approval rating 

falling fast and his disapproval rating rising 

sharply.   

 

There is one last data point I want to highlight 

in regards to why I think the Fed should delay 

the start of its tightening cycle, and that is the 

shape of the yield curve.  The below chart 

from Factset tracks the steepness of the yield 

curve (10-year yields minus 2-year yields) 

following the last four economic recessions.  

Following the three recessions prior to last 

year’s Covid-recession, the yield curve on 

average steepened to about 285 basis points, 

leaving the Fed with a lot of room to tighten 

policy (taper / hike short-term rates) before 

risking an inversion of the yield curve.  

However, at present the 10’s / 2’s spread is 
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only 105 basis points, which only gives the 

Fed perhaps three or four 25 basis point hikes 

before it risks inverting the curve.    

 

 
 

All of this is why I think the Fed should err on 

the side of caution when tightening policy.  

I’ve said it before, but it’s worth repeating: it 

doesn’t matter whether you like it or not, 

agree with it or not, it is what it is.  I long for 

the days when fundamentals matter much 
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more to the underlying value of investments 

than what some Fed official said or whether or 

not we see a modest reduction in monthly 

asset purchases from $120 billion to $100 

billion, but that’s not the case in the 

investment environment today.  Don’t get me 

wrong, both fundamentals and policy matter, 

but it’s the change in fundamentals that front-

runs policy.  This is why the price action and 

reversal over the last couple days makes sense 

to me – growth and inflation are peaking and 

rolling over, the delta variant is injecting a 

new risk into the equation, and as a result, 

markets are anticipating the Fed delaying the 

timing and/or pace of tightening (cyclicals, 

precious metals, emerging markets, and 

commodities rally while the dollar, defensives, 

and bonds decline).   

 

That’s how I think investors should continue 

to play the markets for now.  I think the 
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growth slowdown and Fed tightening trade 

has been priced too aggressively into capital 

markets at the moment.  Yes, at some point 

the Fed will tighten and that may even be by 

the end of this year / start of next year, but 

they will be uber cautious and very calculated.  

Policy makers have way too much invested to 

screw it up by acting prematurely into a fragile 

backdrop.  So, stay the course.  Don’t get 

whiplashed by the daily / weekly back and 

forth from one regime to the other.  There is 

still a long runway for this recovery to take 

off, and while I do think we have grossly 

elevated valuations in a host of risk-assets 

(which does concern me), I don’t think policy 

makers have any other choice than to continue 

to perpetuate the current state.   

 

It doesn’t hurt that corporate earnings for the 

S&P 500 have ripped roughly +95% in Q2, 

and overall corporate profits are setting record 
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highs.  Record high prices have kept 

valuations elevated, but the S&P 500 trading 

at 21x forward twelve-month earnings 

estimates is no more expensive than where we 

started the year.  Not to mention Large Cap, 

quality balance sheet companies are flush with 

cash again, making dividend hikes and 

increased share buybacks another positive 

driver for equity markets going forward.   

 

One last thought for those with a contrarian 

investment streak and those who are willing to 

be patient while having to stomach some 

volatility, and that is on the Chinese tech 

space.  None of us know what other 

regulations await around the corner, but price 

action and sentiment towards the second 

largest economy in the world is about as 

negative as it gets.  ‘Short China’ even made 

BofA’s global fund manager survey last 

month as one of the most crowded trades.   
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Not to mention the discrepancy between 

Chinese Tech company performance relative 

to U.S. Tech company performance has never 

been greater.  Worth a shot, but size 

accordingly and don’t bet the ranch.      
 

http://email.mail.themarketear.com/c/eJxdTktrxCAY_DXxEhDfJgcPS1N7bi_tVcyX1VZjUGHZf1_psTAwMMM8dqOpABQNI4yShS6MSck0ptha9cIZs5uinNtXOwmSXUy4B8iu_kAHV7EvGQXjV7ErLYiQoI9j5OFYpFbeaU5XxSXKZlUrWVAyoferTfw2MTvwv2tIV2m9DfbH9_un-3jbvlA1vlR4Yu9aTLGMIz5dj_w33s0W97mVDD3E8z774M47zL3s7jlxO_wTHi1B71B_AZQ8Sg4
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